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H. A. Finney, Editor
H. P. Baumann, Associate Editor
AMERICAN INSTITUTE EXAMINATIONS
(Note.—The fact that these answers appear in The Journal of Account

should not cause the reader to assume that they are the official answers of
the board of examiners. They represent merely the opinions of the editors of
the Students’ Department.)
ancy

Examination in Auditing

November 17, 1927, 9 A. M. to 12:30 P. M.

The candidate must answer all the following questions:

No. 1 (8 points):
Name three ways in which a secret reserve may be created.
Answer:
A secret reserve may be created by understating an asset or overstating a
liability, with a consequent understating of surplus or capital.
The following methods may be used to create a secret reserve:
(1) Providing excessive depreciation.
(2) Charging capital expenditures to revenue.
(3) Charging assets against surplus.

No. 2 (12 points):
The directors of the X company frankly admit the existence of secret
reserves, justifying the practice on the ground that they are making provision
for equalizing dividends in bad years, and ask you to certify to their statement
and balance-sheet nevertheless. You have confidence in their good faith.
What should you do?
Answer:
The auditor should not certify “to the statement and balance-sheet” which
contain secret reserves, for, obviously, the financial condition of the business is
not reflected in such a statement. Stockholders, the owners of the business, are
entitled to the facts upon which they themselves may determine whether or not
their investment is a satisfactory one.
Further, the creation of a secret reserve would result in false returns for tax
purposes if these statements were used, without adjustment, in the preparation
of such returns.

No. 3 (10 points):
Comment upon each of the following certificates, limiting your remarks to
30 or 40 words on each one.
(1) We have audited the accounts of the A. B. Co. for the year ended De
cember 31,1926, and now certify that the above balance-sheet has been
prepared from the books.
(2) We have audited the accounts of the A. B. Co. for the year ended De
cember 31,1926, and now certify that the above balance-sheet has been
correctly prepared.
(3) We have prepared the above balance-sheet of the A. B. Co. at December
31, 1926.
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(4) We certify that the above balance-sheet of the A. B. Co. at December 31,
1926, has been prepared from its books and is correct. We have not
audited nor verified the accounts.
Answer:
(1) To certify that a balance-sheet has been prepared from the books is to
certify to a fact which is of no importance, as the books may not reflect the
actual condition of the business. The certification of a balance-sheet should
imply the verification of the balance-sheet and its accuracy as a presentation of
the financial condition, subject to stated qualifications.
(2) A certification that a balance-sheet has been correctly prepared is
ambiguous. It may mean merely that it has been prepared in a form which the
auditor regards as correct, or it may mean that it is correct in all of its par
ticulars, including its presentation of the true financial condition.
(3) The statement “we have prepared the above balance-sheet of the A-B
Company at December 31, 1926” is not a certificate. It is a declaration of a
fact, but not expressed with the formality and in the words necessary to con
stitute a certificate. It certainly contains no declaration of the correctness of
the balance-sheet, which is essential in a proper certificate.
(4) The most pertinent comment on this form of certificate seems to be the
following paraphrase:
"We certify that the above balance-sheet is correct, although we do not
know anything about its correctness.”
No. 4 (8 points):
Outline briefly your methods of procedure in the audit of one of the following
industries:
(1) Motion-picture production.
(2) Aircraft construction.
(3) A company producing lumber from its own timber.
Answer:
In the following answer, it has been assumed that the examiners, in weighting
the question at 8 points, intended a balance-sheet audit, and, further, as very
few candidates might be expected to be thoroughly familiar with one of the
three industries in question, that an answer on the basis of general information
covering the accounts peculiar to the given industries without considering those
accounts common to the trading or manufacturing business, such as cash in
bank, prepaid expenses, accounts payable, capital stock, etc., would be sat
isfactory.
To acquaint himself with the classification of accounts, the auditor should
prepare a working trial balance from the general ledger, listing the balances in
the accounts as of both the beginning and the end of the period of the audit.
He might expect to find the following accounts which would require special
care and attention:
(A) Motion-picture production—
(1) Contracts and leases with distributors and playhouses.
(2) Inventories of negative and positive films.
(3) Rights to plays and scenarios.
(4) Costumes, sets and other properties.
(B) Aircraft construction—
(1) Patents.
(2) Development expense.
(3) Planes and motors.
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Such rapid strides have been made in this industry in the past few years that
the question of obsolescence of patents, planes and motors, and the value of the
development expense should be closely studied.
(C) A company producing lumber from its own timber.
(1) Cost of land and timber.
(2) Railroad, equipment, etc.
(3) Depletion.
The allocation of the property cost to the land, if owned in fee, and to the
timber; the apportionment of costs to the different kinds of lumber in the same
tract, and the writing off of the costs of railroads and other properties to the
cost of the timber, present the difficulties in this industry.

No. 5 (10 points):
In auditing the accounts of a trading company, you are unable to take or to
supervise the actual inventory because of lack of technical knowledge as to
values, and you are forced to accept a certificate of inventory from the respon
sible officers. Give an illustration of the form you would accept, and state
what, if any, further steps you would take in verification of the values sub
mitted.

Answer:
The officers, in certifying to the inventory should be asked to state that,
subject to stated exceptions, the quantities were determined by count, weight
or measurement as of the close of business on a given date, that all items
included in the inventory are the unencumbered property of the company and
that no obsolete or not readily salable merchandise is included in the inventory
except at realizable values.
In addition the auditor should make such examination as is possible to
determine the probable correctness of the quantities stated; he should also
verify prices by reference to invoices or cost records; and he should test the
extensions and footings, in greater or less degree, as conditions appear to justify.
No. 6 (12 points):
In making a detailed audit, how would you verify the cost of fixed property;
i. e. land, buildings, plant and machinery?
Answer:
The accounts for land, buildings, plant and machinery should be analyzed to
verify the correctness of the entries made thereto, especially to determine that
repairs, renewals or other revenue charges are not included. Units retired
should be eliminated at the value at which originally charged. The vouchers
supporting the entries to the accounts should be examined and audited for
1. Authorization for purchase and of price.
2. Approval for payment.
3. Verification of extensions and footings.
4. Payment.
The auditor should examine all papers concerning the purchase, such as con
tracts, deeds, guaranties, policies, etc. and also the authority for contracts,
which should be in the minutes of the meetings of the board of directors.
If the buildings, plant and machinery, or any part of these assets were con
structed by the company for its own use, the cost records must be studied care
fully to determine whether or not they are reliable. If so, the figures used in
arriving at the cost of the construction should be verified against the cost
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records. Extreme care is necessary to determine that only material, labor and
a fair proportion of factory overhead are treated as cost.
In the case of a first audit, the examination should cover all transactions
affecting the fixed-asset accounts from the inception of the business. If
previous audits had been made by your firm, only additions or changes during
the current period should be verified.
No. 7 (10 points):
Define and give an example of each of the following terms:
(a) Depreciation
(f) Contingent liability
(b) Depletion
(g) Deferred income
(c) Amortization
(h) Other income
(d) Appreciation
(i) Special charges to profit and loss
(e) Contingent asset
(j) Appropriated surplus
Answer:
(a) Depreciation is the decrease in the value of fixed assets due to either
physical causes such as wear and tear or functional causes such as obsolescence.
Actual depreciation is the physical deterioration which has taken place, while
theoretical depreciation is the amount charged on the books of account. An
example is the charge to operations of the wear and tear on machinery used in
production.
(b) Depletion represents the cost of property which has been converted from
a fixed to a current form, such as ore mined and timber cut.
(c) Amortization is the charge off of an intangible asset or of a deferred
charge, such as the write off of leaseholds, patents and bond discount.
(d) Appreciation is the increase in the market value of an asset, usually the
result of outside conditions over which the company has no control. The
excess of an appraisal value over cost of a plant is called appreciation.
(e) A contingent asset is one which is not owned but which may become the
property of the company under certain conditions. Land provided by a city
which will become the property of the company upon the fulfilment of certain
conditions is an example.
(f) A contingent liability is a possible debt which may have to be assumed
and paid. Guaranties of liabilities of other companies are contingent lia
bilities.
(g) Deferred income is income received but not yet earned. Premium on
bonds sold is an example.
(h) Other income is income received from sources other than the principal
operations. Interest on investments is other income.
(i) Special charges to profit and loss are the charges which are not considered
normal charges to operations, such as loss on the sale of a fixed asset.
(j) Appropriated surplus is surplus set aside for special purposes by formal
action of the board of directors, which, when the need has passed, may be re
turned to surplus available for dividends. An example is a reserve for sinking
fund.
No. 8 (10 points):
Where on the balance-sheet should the following reserves be shown? Give
reasons briefly.
(a) Reserve for depreciation.
(b) Reserve for depletion.
(c) Reserve for bad debts.
(d) Reserve for federal taxes.
(e) Reserve for bond sinking fund.
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Answer:
The following valuation reserves should be shown in the balance-sheet as
deductions from the asset accounts to which they apply:
(a) Reserve for depreciation.
(b) Reserve for depletion.
(c) Reserve for bad debts.
(d) Reserve for federal taxes is not, in the accepted sense of the word, a
reserve, but is, in fact, a liability, generally a current liability. It should be
shown as such on the balance-sheet.
(e) Reserve for bond sinking fund is surplus temporarily not available for
dividends. It should be shown in the net-worth section of the balance-sheet
under surplus.

No. 9 (10 points):
State the distinction between prepaid expenses and deferred charges, giving
an example of each class. Explain why it is improper to combine them in one
item on the balance-sheet.
Answer:
This department is not informed of any generally accepted distinction
between deferred charges and prepaid expenses. We should say that the
former is the more inclusive term, embracing such items as prepaid interest and
rent (which are clearly prepaid expenses) and organization expense and dis
count on capital stock (which are not prepaid expenses but which are neverthe
less frequently carried along in the balance-sheet for subsequent charge off
against surplus).
It would obviously be improper to combine an item such as prepaid rent or
expense supplies inventories with an item of capital-stock discount and show
the total as one item in the balance-sheet under the caption of deferred charges,
as the nature of one item indicates a necessary subsequent charge against
operations while the nature of the other item does not.

No. 10 (10 points):
(a) Does the certificate of an accountant constitute a guaranty by him?
(b) What is the value and significance of his certificate? Discuss fully.

Answer:
It has been generally held that an accountant is not a guarantor and that,
while his certificate is an expression of his opinion as to the correctness of the
statement certified, he assumes no personal responsibility for losses which may
be incurred in relying upon it. Some accountants have, however, found that
personal liabilities have been incurred, particularly where the work preceding
the certification was not done in a careful and sufficiently complete manner.
The value and significance of the certificate lies almost wholly in the reliance
which the public is able to place upon the accountant as an impartial witness
who is qualified to express an opinion after having had all desired opportunity
to examine the records and verify the conditions.
STATEMENT ACCOUNTING FOR VARIATION IN PROFIT

From the following statements, prepare a statement accounting for the
variation in net profit.
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The Elmhurst Company

Statement of cost of goods manufactured and sold for the two years ended
December 31. 1926
Year ended December 31,
1926
1925
Num
Num
Amount
ber
ber
Amount
$193,000.00
$150,000.00
Raw materials used..........................
150,000.00
125,000.00
Productive labor...............................
165,000.00
Manufacturing expense...................
150,000.00

Total...........................................
Goods in process, January 1st.........

1,500 $425,000.00 1,800 $508,000.00
40,750.00
175

Total...........................................

1,500 $425,000.00 1,975 $548,750.00

Goods in process, December 31st:
Materials....................................
Labor..........................................
Overhead....................................
Total...........................................

$16,070.00
8,200.00
9,020.00

$16,550.00
11,000.00
13,200.00

175

$40,750.00

160

$33,290.00

Cost of finished goods manufactured 1,325 $384,250.00 1,815 $515,460.00
23,200.00
Finished goodsinventory, January 1st
80

Total...........................................
Finished goods inventory, Decem
ber 31st.....................................

1,325 $384,250.00 1,895 $538,660.00

Cost of goods sold.............................

1,245 $361,050.00 1,790 $508,840.00

80

23,200.00

105

29,820.00

The Elmhurst Company

Profit-and-loss statements for the two years ended December 31, 1926
Year ended December 31,
1925
1926
Sales.............................................................................. $560,250.00 $850,250.00
Cost of goods sold....................................................... 361,050.00 508,840.00

Gross profit on sales...................................................
Selling expenses...........................................................

$199,200.00 $341,410.00
65,750.00
75,000.00

Net profit on sales....................................................... $133,450.00 $266,410.00
95,000.00 103,000.00
General expenses.........................................................

Net profit.....................................................................

$38,450.00 $163,410.00

Solution:
Unit costs and selling prices for each year are obtained as follows:
Year 1925 Year 1926
Sales.............................................................................. $560,250.00 $850,250.00
Number of units sold.................................................
1,790
1,245
Unit selling price.........................................................
$450.00
$475.00
Cost of sales................................................................. $361,050.00 $508,840.00
Number of units sold..................................................
1,790
1,245
Cost per unit................................................................
$284.27
$290.00
From the foregoing it is observed that the variation in gross profit is due to
both an increase in selling price and a reduction in cost.
The statement accounting for the change in gross profit and net profit follows.
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2.

1.

(b)

1 9 2 6 ........................................................................

Total increase in gross profit...................................................

Actual cost, 1926 ..................................................................

( 1 7 9 0 X $ 2 9 0 ) .....................................................

decrease in cost, per schedule:

1925 basis ( 1 7 9 0 X $ 4 5 0 ) ......................................................

Cost, 1925 basis

Add

On

Sales,

(a) Increase in selling prices:

Increase in rate of gross profit, caused by:

$519,100.00
508,840.00

$850,250.00
805,500.00

$44,750.00

158,050.00

of increase in sales, 1925 cost basis

( 5 4 5 X $ 2 9 0 ) ...........................................

D e d u c t cost

$245,250.00

5 4 5 X $450 ...................................................................

$805,500.00
560,250.00

Increase

..................................................................

1 2 4 5 X 450

o n 1925 basis 1 7 9 0 X $ 4 5 0 ..................................................................

Sales, 1925

Sales, 1926,

Increase in v o l u m e of sales:

Accounted for as follows:
Items increasing net profit:
A. Increase in gross profits, caused by:

Net, profit 1925 ...............................................................................

$124,960.00

profit

Increase in net profit..........................................................................

T he E lmhurst C ompany
Statement accounting for change in net
$163,410.00
38,450.00

profit,

1 9 2 6 ...............................................................................

Net

$142,210.00

10,260.00 55,010.00

$87,200.00

Students' Department

profit:

—
(Continued)
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Manufacturing expenses ......................................................

34.73
29.95
35.32
100.00

$361,050.00

Percentage

(Note 1)
$125,392.40
108,116.80
127,540.80

1925

T h e E lmhurst C ompany
Statement of change in manufacturing cost

$519,100.00

1926 o n
1925 basis
$180,283.43
155,470.45
183,346.12

.....................................................................................

materials ................................................................
Productive labor ..............................................................

Raw

Increase in net profit (as above)

1925 .........................................................................................................

1 9 2 6 .........................................................................................................

C. Increase in general expenses:

$8,000.00

$9,250.00

$508,840.00

Actual
(note 2)
$190,344.60
150,843.25
167,652.15

$103,000.00
95,000.00

$75,000.00
65,750.00

1 9 2 5 .........................................................................................................

B.. Increase in selling expenses:
1 9 2 6 ....................................................................................................

Items decreasing net

T h e E lmhurst C ompany
Statement accounting for change in net profit

$10,260.00*

$10,061.17
4,627.20*
15,693.97*

decrease*

Increase or

$124,960.00

$ 17,250.00
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Note 1
Raw

Productive

labor

material

Manufacturing

Total

expense

Year 1925:
Finished goods, Jan. 1, 1925 ..

No inventory

Goods in process, Jan. 1, 1925.

Expenditures for year........

No inventory
$150,000.00

$125,000.00

$150,000.00

$425,000.00

Finished goods (note 3)...

$8,057.60

$6,883.20

$8,259.20

$23,200.00

Goods in process..........

16,550.00

11,000.00

13,200.00

40,750.00

Total......................

$24,607.60

$17,883.20

$21,459.20

$63,950.00

Cost of goods sold............

$125,392.40

$107,116.80

$128,540.80

$361,050.00

$23,200.00

Less inventories, Dec. 31, 1925:

Note

2

Year 1926:
Finished goods, Jan. 1, 1926 ..

$8,057.60

$6,883.20

$8,259.20

Goods in process, Jan. 1,1926..

16,550.00

11,000.00

13,200.00

40,750.00

Expenditures for year........

193,000.00

150,000.00

165,000.00

508,000.00

Total......................

$217,607.60

$167,883.20

$186,459.20

$571,950.00

Finished goods (note 4)...

$11,193.00

$8,839.95

$9,787.05

$29,820.00

Goods in process..........

16,070.00

8,200.00

9,020.00

33,290.00

Total......................

$27,263.00

$17,039.95

$18,807.05

$63,110.00

Cost of goods sold............

$190,344.60

$150,843.25

$167,652.15

$508,840.00

Note .3
$150,000.00
$125,000.00

Less inventories, Dec. 31, 1926:

Expenditures for year 1925.......

$150,000.00

$425,000.00

Less goods in process, Dec. 31,1925.

16,550.00

11,000.00

13,200.00

40,750.00

Cost to manufacture 1325 units...

$133,450.00

$114,000.00

$136,800.00

$384,250.00

Cost per unit.....................

$100.72

$86.04

$103.24

$290.00

Multiply by......................

80

80

80

80

$8,057.60

$6,883.20

$8,259.20

$23,200.00

Expenditures for year 1926.......

$193,000.00

$150,000.00

$165,000.00

$508,000.00

Goods in process, Jan. 1, 1926....

16,550.00

11,000.00

13,200.00

40,750.00

Total......................

Finished goods inventory, Dec. 31,

1925.........................

$209,550.00

$161,000.00

$178,200.00

$548,750.00

Less goods in process, Dec. 31,1926.

16,070.00

8,200.00

9,020.00

33,290.00

Cost to manufacture 1815 units...

$193,480.00

$152,800.00

$169,180.00

$515,460.00

Cost per unit.....................

$106.60

$84.19

$93.21

$284.00

Multiply by......................

105

105

105

105

$11,193.00

$8,839.95

$9,787.05

$29,820.00

Finished goods inventory, Dec. 31,
1926.........................
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COMPUTATION OF BONUS AND TAX

A simple matter? Yes. Then why give valuable time and waste good white
paper to consider it? For the very good reason that not a few who aspire to
become C.P.A.’s stand in need of enlightenment on this subject; and it is to
assist these ambitious young men and women that this article is written.
Possibly, others than these may find here something of value.
It is generally thought that a knowledge of algebra is necessary to solve
problems of this nature, but this is not so. A knowledge of arithmetic and the
exercise of a little reason is all that is necessary, as will be shown hereafter.
The following problem which was used at a recent examination will be used
in illustration of several simple arithmetical methods:
A Company has an agreement with its manager to allow him 10% of the
net profits after providing for federal income taxes. This allowance is to
be considered as a general expense. The net profits for the year ended
December 31, 1924, before providing for bonus and tax amounted to
$100,000.

Not more than 10 of the 120 candidates who sat in the examination gave a
correct solution of this problem, which indicates woeful ignorance regarding a
subject of practical importance.
First solution
Bonus
$10,000.00
1/8 tax..
1,250.00
Less 1/10

1/10 Profit
Less 1/8..

Approximate.
Add 1/80. . .
Add 1/80...
Add 1/80...

$8,750.00
109.38
1.37
.01

Tax
$12,500.00
1,250.00

$11,250.00
140.63
1.76
.02

Approximate
Add 1/80. . .
Add 1/80. . .
Add 1/80. . .

$8,860.76
Correct amount
Note.—1/80 is the product of the two rates—1/10 of 1/8.

$100,000.00
88,750.00
88,609.37
88,607.62
88,607.60

Second solution
Bonus
$10,000.00
8,875.00
8,860.94
8,860.76
8,860.76

$11,392.41

Tax
$11,250.00
11,390.63
11,392.38
11,392.41
11,392.41

This is a method by trial. The bonus, regardless of the tax, is first deducted
from the profits and the remainder is divided by 8 to obtain the approximate
tax. The next procedure is to deduct the tax as before ascertained from the
profits, and the remainder is divided by 10 to ascertain the approximate bonus.
This procedure is continued until there is no difference between the last result
and the previous one.
The first method is preferable, but neither of these methods is as good as the
one that follows, especially when the bonus and tax rates are not simple aliquot
parts of 100.
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Third method
1/10 Profit.................
Less 1/8......................

Bonus
$10,000.00
1,250.00

Approximate..............

$8,750.00

$11,250.00

Divide by .9875=

$8,860.76

$11,392.41

l/8Tax............................
Less 1/10.........................

Tax
$12,500.00
1,250.00

The divisor= 1 minus the product of the two rates. This method is of
general application, and it is the most simple and direct of any. It may be
expressed by symbols as follows:
Let P denote the profits before bonus and tax, B the bonus, T the tax, b the
rate of bonus, t the rate of tax. In the given case, P equals 100,000, b equals
.10, and t equals .125.

_P(b—bt),
1-bt

P(t—bt),
T=1-bt

or
100,000 X .0875
B=----------------------------------------------.9875

or

100,000 X .1125
.9875

The divisor for both B and T is the same. And the difference between the
divisor and multiplier equals 1 minus b in the case of B, and 1 minus t in the
case of T.
If the rate of tax is .135 and the rate of bonus is .10 and the profits as before,
we have

100,000

X
.9865
B
=

.0865

100,000
T=

X
.1215
.9865

An algebraic demonstration of the accuracy of the several methods is un
necessary. The bonus can be proved by deducting the ascertained tax from
the profits and multiplying the result by the rate of the bonus. The result
should agree with the ascertained bonus. The tax can be proved in a similar
way.
Note.—It is obvious that the multiplier and divisor in the first-mentioned
case can be simplified by multiplying each by 8. Thus, B equals 100,000 X
7/79 and T equals 100,000 X 9/79. Therefore T is greater than B by two
sevenths of B.
Edward S. Thomas.
Cincinnati, Ohio.
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